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AN ERRONEOUS METHOD OF CALCULATING DEPRECIATION. 

G. F. Warren. 

In reporting income tax the approved method of estimating de- 
preciation is to divide the cost by the probable number of years of 
use. Some textbooks of accounting also give this erroneous method. 
If depreciation is correctly estimated, it will be much greater in the 
early years than in the later years of use. Depreciation decreases as 
the machine gets older. Repairs increase with use. The sum of the 
two is a decreasing amount. An illustration from farm machinery 
is typical. 

If a farmer pays $200 for a grain binder that he expects to use 
10 years, he does not expect it to be worth $180 at the end of the 
year. If he wished to dispose of it, he would consider it to be a 
good sale if he got $160. At the end of five years he is likely to 
carry it on the inventory at perhaps $75. During the last few years 
of use comparatively little change is made in the inventory value. In 
the meantime cost of repairs will be increasing, but the sum of the 
two will be much less in later years than in the first years. The 
machine will usually be discarded when the combined sum of depreci- 
ation and repairs is less than the depreciation on a new machine. 
It will be discarded because of the risk of having it break at a critical 
time rather than because repairs and depreciation are so high. If 
the farmer has a very small amount of work to be done, so that he 
can lose perhaps one half of the available days in harvest and still get 
his work done, he will continue to use a machine that is very old. 
Frequently such a farmer buys second-hand tools from his neighbors 
who are operating larger businesses. He then secures the advantage 
of a very low combined cost of depreciation and repairs without too 
great a risk from breakage. 

A somewhat similar adjustment occurs with automobiles. Persons 
who have their repair work done at a garage often find the repairs 
on an old machine greater than repairs and depreciation on a new 
one. They, therefore, trade in the old machine and get a new one. 
The high value of a second-hand auto that makes this possible is 
because so many of them pass into the hands of persons who reduce 
repair costs by doing the work themselves. A second-hand machine 
may be worth considerable to such a party when it has no value for 
one who hires all repairs made. 
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So far as I am aware, there is no case in which the depreciation 
the first year should be as little as cost divided by probable years of 
use. For farm machinery, the first year's depreciation should ordi- 
narily be at least double the figure thus obtained. For new buildings, 
it should be much greater than the figure thus obtained, probably 
double. 

The estimation of years of use allowed by the income tax collectors 
is usually so liberal as to prevent injustices from the regulation, but 
it is unfortunate to have the incorrect principle taught. Sound busi- 
ness procedure requires a comprehension of the real depreciation. 
Many persons make the mistake of estimating depreciation too low 
and hence make unwise purchases. 



